including a more Western-style tax system. The nationalist aspirations of the Slovaks led to an agreement to dismantle the federation in the "Velvet Divorce" of 1993. 1 With the end of Soviet control of the economy, reformers faced numerous complex problems. Housing for the most part had been publicly owned and subsidized. Rural land had been combined into large agricultural collectives. Most retail trade was conducted in state-controlled stores. Industrial activity was a function of central ownership and planning. In short, there was no market to establish scarcity prices or to indicate the value of homes, farms, and businesses.
In general, the Czech Republic has been successful in casting off the central planning system and has been heralded as the most effective economic system to embark on the path of transformation. It achieved relatively low inflation and unemployment and succeeded in avoiding significant budget deficits (OECD 1996, p. 100 ). Strong economic performance followed the 1989 revolution because of an early liberalization of prices, a far-ranging privatization effort, an opening of the market to international trade, a reorientation of foreign trade to the European Community area, and generally effective macroeconomic policies. The Czech Republic was the first postcommunist member of the Organisation for Economic Co-operation and Development and is among the first transition states qualifying for accession to the European Union (CIA 1998) .
The process of industrial restructuring has not been completed despite successes in the privatization program. Opposition political parties have sought to take power by promising to alleviate the transformation through more gradual transition policies to help shield unproductive firms from market costs. The Ministry of Finance and the banking system have not learned how to function in a market environment that attaches importance to creditworthiness for loans. In the new environment, a go-slow transformation policy administered by the Ministry of Finance simply permits the credit policies of the large, state-owned banks to keep less than profitable firms in business (see Frydman, Rapaczynski, and Turkewitz 1998, pp. 72-79 for a discussion of the banking system in the former Czechoslovakia and in the Czech Republic).
While this analysis is oversimplified, it is understandable that some bank loans were made for risky projects early in the transition process and that some nonperforming loans were associated with the collapse of the Soviet bloc's Council for Mutual Economic Assistance (OECD 1996, p. 52) . Early in the transition era, massive, reciprocal inter-enterprise credits were made by firms that should have been closed down.
The Czech reputation for transformation success suffered in late 1997 when the premiership of Vaclav Klaus, a respected leader of the Czech recovery, ended in a campaign finance scandal. Through that period, the Finance Ministry and the Czech government tended to ignore economic pressures to move ahead with the privatization of the large banks. Since that time, progress has been steady, if not rapid. The banking sector, important because it will remain the primary source of investment funds in Eastern Europe for some time to come, is now approaching full privatization (Frydman, Rapaczynski, and Turkewitz 1998, p. 72) . The state of the banking sector has important implications for the development of the real estate market and the use of the property tax. Because investment funds are scarce yet vital for the investment processes that will promote development, there is simply little money available for a home mortgage market. At the same time, the development of a real estate market has been slow, and perhaps this has been the result of reluctance on the part of the Czech population to take on the obligation of long-term mortgages, thereby constraining the development of demand in this market.
1. The Czech Republic has a population of 10.3 million, nearly twice the size of Slovakia's population, and a land area of about 79,000 square kilometers, nearly a third larger. Its area is a little smaller than Austria and almost identical in size to Scotland, with a population density somewhat higher than that of most countries in Central Europe, although only about a third of that of Germany.
Privatization
Because so many of Czechoslovakia's state-owned enterprises were not viable in market terms, privatization was perceived as a priority when the transformation began. Private ownership was to be the means of restoring productive efficiency, providing market rewards to motivate managers and workers, and offering incentives for entrepreneurs to leave dying markets and penetrate viable ones (Brada 1996, p. 68) .
Privatization is exceedingly important in any discussion of the potential for property taxation in transitional countries. Transferring state-owned industry or housing from the public to the private sector increases the base of taxable properties. If privatization is successful, a more productive market performance by property owners produces not only more private wealth, but also greater tax revenues and a more beneficent public sector to enhance the lives of the citizens.
The first phase of the Czech Republic's privatization process was probably the most successful. It involved the sale of (or in a few cases leasing rights) to state properties, especially small service establishments, such as shops and restaurants. Between 1990 and 1992, 26 ,000 such establishments were auctioned, producing revenues of 3.4 percent of gross domestic product and 4.7 percent of government expenditures for 1991 (OECD 1993, p. 70) .
The privatization of industry in Czechoslovakia began in October 1991 with two waves of voucher privatization. About 700 state enterprises having an estimated value of about CZK 175 billion were earmarked for the first wave. Formal projects or proposed privatization plans were required for those state-owned enterprises prepared to transform themselves into corporations. Outsiders could submit privatization plans for enterprises.
2 About 1,500 competing projects were presented, representing an average of nearly four competing plans for each firm being privatized. The Czech National Property Fund designated CZK 206.4 billion (943 joint stock companies) for voucher privatization, and Slovakia's National Property Fund designated CZK 90 billion (484 joint stock companies) for the project. These projects elicited the participation of 5.9 million Czech citizens and 2.6 million Slovak citizens (Mikloš 1997, pp. 103-19) .
This process successfully privatized from 65 to 90 percent of all Czech state-owned assets, a significantly higher proportion than for neighboring countries. Because the voucher scheme permitted 77 percent of eligible citizens to participate in the first wave, and even more in the second wave, the process was quite popular. A major problem was that investors turned over 72 percent of their voucher points to investment privatization funds in the first wave and 64 percent in the second. The largest 14 of these investment groups managed 55.5 percent of all available firstround vouchers. Most of the investment privatization funds were established by banks, and they emerged from the process with extensive, interlocked industrial and banking holdings, which makes the Czech ownership structure similar to those of Germany and Japan (Brada 1996, p. 73) .
Fiscal Affairs and Tax Reform
While the transformation process has brought the Czechs some successful changes, their fiscal and governmental systems remain essentially a two-tier democratic republic consisting of the national center and the municipalities. There are 6,234 independent municipalities in the Czech Republic, a number that has increased notably since 1989. Liberated from the socialist era of central planning, small communities strongly desired and were permitted to assert their individual independence. Table 4 .1 reveals that most towns are small, with fewer than 500 residents.
The challenge of assuring the competent administration of these small units, given their obvious resource and personnel limitations, 3 suggests either the administrative union of small groups of villages, the establishment of an intermediate level of administration to assist the villages in interacting with the center, or both. As a step toward resolving this problem, the subnational portion of the system will adopt about 14 regional administrative units to assume some central government and municipal functions.
A fundamental question in fiscal matters is the degree of centralization of the taxation system. The Czech system has been highly centralized through recent decades, although there has been a tendency since the revolution to consider and pursue measures that would promote more genuine independence for the municipalities. As is common in the transitional countries, the central government still plays a dominant role in intergovernmental relations and in the determination of policies normally made by the local government in industrial countries. Likewise in tax affairs, the mechanics of implementation remain almost exclusively the domain of the Ministry of Finance and the Ministry of the Interior.
The fiscal system is changing, nevertheless, through the rediscovery of its history of capitalism and democracy between the wars, beginning in 1918. At the end of World War II, normalization was just being approached when the communist takeover put market economics on hold. Since the liberation of 1989, there has been a strong consensus in Czech society that a marketoriented economic order should be reestablished. Although there may be disagreements about how such a system can best be achieved and the pace of the transition, the development of democracy and local self-government is a high priority for Czechs in general.
The tax system of Czechoslovakia, like that of other centrally planned economies, was unsuited to make a successful transition, so a comprehensive tax reform was instituted in 1993. The new system, typical of other former communist countries, largely imitated Western European fiscal systems. It attempted to respond to Western tax conceptions, but inevitably reflected some of the old system's legacies (see Holzman 1992, pp. 233-55) . The early tax reforms did attempt to introduce elements of Western-style decentralization, but the result has been "a 3. In assuring the competent administration of these small units, a private corporation, Triada, has developed to provide consulting services for smaller municipalities. It currently services more than 1,000 of them, providing software for accounting and personnel and other purposes.
highly complex, uneven and distortionary system" (Holzman 1992, p. 234) . A separate question altogether is whether the Czech and other transitional tax systems were geared toward generating sufficient revenues.
When the Czech system was introduced in 1993, there was a balanced reliance on direct and indirect taxes. After the socialist period, in which taxes were by and large hidden, it took some administrative courage to introduce direct taxation to a reluctant populace. The most prominent indirect tax in the Czech Republic is the value added tax. The value added tax has two rates, 5 percent for basic necessities and 22 percent for other commodities and services. The top rate is the second highest among the transitional countries (Martinez-Vazquez and McNab 1997, p. 60) . Other indirect taxes include an excise tax (applied to gasoline, tobacco, and alcoholic beverages) and customs duties.
Czech direct taxes include personal and corporate income taxes. The personal income tax, introduced in January 1993, has been gradually reduced, with 1999 rates ranging from 15 percent on an annual tax base up to CZK 102,000 to 40 percent on an annual base greater than CZK 1,104,000. Each taxpayer is allowed a personal deduction of CZK 34,920, CZK 19,884 for a spouse, and CZK 21,600 for each dependent child living with the taxpayer. The general corporate income tax rate is 35 percent. Since 1996 tax changes, 20 percent of the corporate income tax yield is returned to the locality where it is collected.
These taxes represent additional revenues to replace 36 percent of the wage tax yield, which is to be transferred from local budgets to the central budget. The interjurisdictional sharing of tax revenues is an established practice, as elsewhere in the region, although it is based often on the misdirected assumption that all tax revenues should be restored to the area in which they were collected. 4 Other important forms of direct taxation in the Czech Republic are a road tax and the property tax.
The Property Tax
In many countries, notably the English-speaking ones, the property tax is the most important source of revenue for local governments (Bird and Slack 1991, pp. 83-97) . It has the potential to be an important tax for municipalities in the transitional countries, although it has proven difficult to implement. The Czech Republic has adopted a property tax, but it provides very little revenue.
Decentralization and the Property Tax
Implementation of the property tax requires an assignment of policy and administrative functions. Policy issues include the types of property to include in the base, the level of assessment, the revenue importance, and the tax rate. Administration is concerned with the property valuation, recordkeeping, and collecting the property tax.
Countries must also make explicit decisions on which level of government will be responsible for each of these general areas. A typology is offered in table 4.2 to illustrate the tradeoffs. In the United States, the property tax process has been decentralized for both policy and administrative issues. In some countries, such as the United Kingdom, only part of the process has been centralized, 4. Bird, Ebel, and Wallich (1995, p. 37 ) write of a "tendency for local governments to feel they have a primary claim on tax revenues generated within their jurisdiction," pointing out that such "source-based taxation (also known as derivation-based) is unusual at the subnational level in market economies because of the inequities and inefficiencies that are likely to result from allowing subnational governments to keep large shares of the taxes levied on firms producing for a national or world market." whereas in the Czech Republic and some other countries both functions have been centralized at the national level.
All four models have advantages and disadvantages. The major disadvantage of the decentralized approach is that local governments may not have the technical ability to administer the property tax. The disadvantage of centralization is that the central government does not receive any revenue directly from the property tax, so policy and administrative issues may not receive priority attention.
General Problems with the Property Tax
Aside from the challenge of identifying the appropriate degree of devolution, administration of the property tax can be quite difficult and costly and often encounters widespread resistance (see Bird 1993, pp. 215-16) . One problem for this type of tax is its visibility. It is not deducted in small installments, but usually must be paid directly to the municipality in a lump sum. When inflationary pressures require upward adjustment of the tax to enable continued provision of costly services, taxpayers become even more aware of these increments, as well as the services. Should services financed locally by the property tax (such as roads, garbage collection, and often education) be of poor quality, the taxpayers wonder why they are paying good money for poor services and come to resent the tax. Finally, for both technical and political reasons, assessed values will diverge from market values within classes of property. Taxpayers can compare their property taxes with their neighbors, giving rise to politically and financially costly assessment appeals, as well as strong sentiment for tax relief. In any case, public disenchantment with property tax increases can be expected, especially in inflationary times, whether the increase results from higher rates applied to an unchanged set of assessed values, from unchanged rates applied to higher assessed values, or a combination of the two.
Strengths of the Property Tax
Despite the tendency to oppose the property tax, there is much to recommend it. A tax on real property might well "make good sense as part of the tax system as a whole . . . the property tax scores quite well in terms of both its efficiency and its equity aspects" (Bird 1993, pp. 215-16) . If fiscal decentralization is to be successful, municipalities must receive a reliable source of revenues supplied independently of the state and have a measure of independence in policy determination on local fiscal issues. Anything less leaves municipalities excessively dependent on the state, underfunded, and incapable of rendering services to the level of demand.
Even if the low level of the property tax were increased to provide genuine assistance in the delivery of municipal services, the taxes and user fees commonly perceived in the transitional countries to be appropriate for local governments are insufficient to perform all the necessary tasks. Hence, some revenue transfers from the central government will continue to be necessary, unless the mix of taxes used by local governments is enhanced strongly, presumably by shifting some kinds of taxation from central to local jurisdiction. Another reason for transfers would be the need to deal with externalities. Furthermore, genuine local self-government is not consistent with central control over policy setting in municipal fiscal affairs. In the Czech Republic, Kamenicková (1996, p. 16 ) has described the tax system as one in which "there are no local taxes." The decisive policy prerogatives of all taxes are determined by the center, either the national administration or parliament.
5 Municipalities have little opportunity to affect tax revenues by their own choices. They are, of course, able to sell properties that have accrued to them through transition processes or to make loans in the event of revenue shortfalls. Property is a nonrecurring revenue source, however, that will not provide a sustainable cash flow indefinitely, and loans must be used with prudence.
Intergovernmental Organization
Property tax policy in the Czech Republic is the responsibility of the parliament, but tax administration and long-run strategic policy issues are highly centralized in the Ministry of Finance. The day-to-day details of administration are performed by the Ministry's District Financial Offices, located throughout the country. As a result, alternatives to change the property tax system generally originate with the Ministry of Finance.
One advantage of this centralized approach is that suggestions for improvement rest with one agency. International consultants, for example, have to deal with only one governmental entity, which is likely to have professional staff familiar with the reforms being recommended, and the solicitation and coordination of alternatives are less likely to be caught up in local politics. One disadvantage is that proposed changes in the property tax may not have the support of local political leaders, because they were not involved in the process. The second disadvantage is that a centralized process may ignore the economic and social differences among the more than 6,000 local governments. Finally, centralized policymaking may not account for the administrative competencies of the local governments. In this case, policymakers apparently felt that successful property tax implementation required a strong role for the central government.
Tax Base and Rate
The tax yield on real estate is determined by the tax base and rate. Both land and buildings are included in the property tax base, but the valuation of each is made separately. The tax base reflects primarily the area of land plots and the floor space of buildings. The process by which a property's actual value is determined is established by national law. Tax rates are also centrally determined, and there are separate rates for land and for buildings.
Valuation
Although the property tax valuation of land and buildings is based on the area in square meters, some modifications can be made by local tax administrators as a function of the size of the city and the type of the land or buildings in question. Thus local authorities do have some input in the 5. Kamenicková (1996, p. 16) writes: "As a result of this, a discord occurs in local budgets between the authority and competence of the municipality on the expense side which is rather high, and the competence on the income side which is very limited." determination of actual tax revenues, but the leverage is not significant enough to augment local revenues effectively.
Valuation of properties is completed by the taxpayer, who is also responsible for the actual calculation of taxes due. Self-reporting of data is uncommon in most countries, and self-determination of taxable value is even less common. It is revealing that the amount of this tax, even when combined with the inconvenience of filling out the forms and determining the actual tax due, has not led to excessive noncompliance or complaints from taxpayers.
The property tax form is included in a manual that directs taxpayers in valuing each parcel of property and type of building. For example, the formula for determining the taxable value of a building is as follows: the tax base equals the area of the building in square meters multiplied by a coefficient related to the size of the city where the building is located.
6 Thus the taxable value is primarily a function of the land or building area in square meters rather than the market price. This nonmarket-based value system reflects the lack of a normally functioning real estate market and of professional property tax administrators. The system also reflects the traditional use of the property tax that was imposed on private residences and farms during 40 years of communism.
We have been unable to determine how the values of coefficients were established, but the use of the coefficients for local purposes is more apparent. Municipalities can adjust their coefficient down three levels or up one level, and the city of Prague can apply a coefficient of 5 to certain well-located properties. For buildings with multiple levels, a factor of 0.75 of the ground floor base is added for each level and the total square meters are multiplied by the appropriate coefficient.
To determine the amount due to the Ministry of Finance, the taxpayer multiplies the base by a specified rate. For buildings, the rate is stated in Czech crowns and ranges from CZK 1 to CZK 10 per square meter of floor space. For each class of property (land), the owner is instructed to multiply the base in square meters by both a rate and a coefficient. These determine the amount of the tax, reflecting the attributes of the land (that is, location, size of the parcel, and use). This system applies to yards and buildings; vacant plots; residential parcels; sites for garages; summer cottages; and industrial, commercial, and service institution property. Exceptions are made for agricultural land, forests, and fish ponds. The tax on agricultural land is based on estimates of the average productivity of the land in the cadastral region, as determined by the Ministry of Agriculture and reported to the Cadastral Office. The official values are issued by the Ministry of Finance as a price decree.
After calculating the tax due, the taxpayer files the return and makes payment directly to the district financial office of the Ministry of Finance, which then returns property tax revenues to the taxpayer's city. Data from the tax form are entered by the district office in the ministry's computerized recordkeeping system, which is itself a significant accomplishment.
The property tax burden is relatively light. The burden is heaviest on improvements to land relative to the tax on land, reflecting the political power of the farming sector in the economy and perhaps a misunderstanding of the potential benefits of taxing land at rates at least equal to those imposed on improvements.
Exemptions
The Czech property tax system grants exemptions separately for land and buildings, as is standard in other countries. Land exemptions include state-owned parcels and plots for military use, 6 . Less than 300 residents, 0.3; 300 to 600, 0.6; 600 to 1,000, 1; 1,000 to 6,000, 1.4; 6,000 to 10,000, 1.6; 10,000 to 25,000, 2; 25,000 to 50,000, 2.5; 50,000+, 3.5; and Prague, 4.5. schools, and natural preserves. An interesting exemption is forest land used for the transmission of natural gas and electricity, which in most countries represents a substantial portion of the taxable value of gas and electric utilities.
Exemptions on buildings include those allowed for state-and city-owned structures; churches and schools; and for publicly-owned housing, which makes up about 50 percent of all housing. The property tax is used to encourage private residential construction by exempting new homes from the property tax for 15 years. 7 To encourage the transition to market ownership, low-income older individuals in residences restored to private ownership through restitution are also granted a 15-year moratorium from the property tax. All exemptions must be applied for annually. Owners of land and buildings who believe they are exempt from the tax must complete the normal forms and request the exemption from the Ministry of Finance. However, local authorities clearly have some autonomy in granting specific exemptions. For example, in some parts of larger cities the exemptions granted by the local authority represent a major portion of the potential tax revenues, causing concern that social welfare considerations may endanger tax revenue adequacy (Holzman 1992, p. 242 , indicates that the Czech Republic also grants exemptions on the value added tax for consumer goods "with detrimental consequences for tax revenue").
Sources of Information
Although the Czech Republic has a self-reported and self-assessed property tax system, compliance appears to be quite good. Fiscal authorities obtain information on compliance through two methods. Annual estimates of potential property tax receipts are conducted using cadastral data, which, as described below, are certainly not above suspicion. The estimated potential receipts are compared to actual, aggregate receipts. The Ministry of Finance also compares corporate tax returns with the filed property tax returns. Because the property tax payments of small businesses are deductible from the corporate income tax, an electronic comparison of the two files by the Ministry of Finance allows nonfilers to be identified. Little enthusiasm is apparent for auditing, and from our observations, none is systematically made.
One problem with the level and quality of information is the cadastral system, which was adopted in the 1870s and operated with few interruptions until World War II and the communist era, when it was basically ignored. The decline of the system was notably severe in the rural areas, where farms were formed into state-owned collectives and legal boundaries became unimportant. In 1964 the cadastral system was revised and property rights began to be recorded, but the reporting requirement was voluntary and was generally ignored. An attempt was made in 1976 to computerize the cadastral office, but by 1990 there was only one central computer and one database. After the Velvet Revolution, the cadastral system was reconstituted in 1993. Currently 77 computerized district cadastral offices with 6,000 employees are improving the quality of land records.
The goals of the Cadastral Office are to record descriptive information, to develop digitized maps, and to maintain archival data on all parcels. None of these is a minor task, and the process is complicated by decades of neglect. The office must first identify the ownership of millions of parcels of land. The cadastral system had records of 13 million parcels in 1993, but there are estimates that 8 million to 10 million parcels have never been recorded.
The Cadastral Office and the Ministry of Finance report an excellent working relationship, but a system that is missing data on millions of parcels undermines the credibility of the property tax system. Even if data were accurate and complete, the cadastral system is not linked 7. A construction tax is levied at the time of inspection. The rates vary according to the types of construction, for example, residence, vacation home, commercial, or industrial.
electronically to the Ministry of Finance and does not include information on buildings or improvements, a serious omission that needs correction. On a more positive note, efforts are under way to correct the problem of unrecorded parcels by developing an on-line system linking the Cadastral Office and the Ministry of Finance.
Appeal Procedures
There are formal mechanisms for submitting appeals at the district offices of the Ministry of Finance, but there is little activity. Because taxpayers determine their own status and tax liability and the tax rates are low, there is little more to protest than the legal declaration of property classification.
Revenues
The property tax holds the key to raising sufficient revenues to provide services for subnational governments. While the property tax had a tradition in the former Czechoslovakia, it was apparently largely symbolic and was assessed only on single-family homes and agricultural land. Since the revolution, the property tax has not yet become a substantial part of the fiscal scene, but time has demonstrated the need for an autonomous source of local revenues. As the central government's need for revenues increases and the limits of other tax revenues are approached, it appears anxious to retain a larger proportion of these yields, while encouraging the subnational units to generate a healthier share of their own income.
Although the share of real estate tax in the revenues of the subnational governments is not insignificant, it is certainly modest when compared to individual income taxes. The property tax has been quite level in recent years, although some growth in tax receipts has been experienced through other taxes (tables 4.3 and 4.4). Nevertheless, finance authorities have begun to perceive that the property tax represents a less than fully tapped source of funds for local services.
A new tax law proposed by the Ministry of Finance to pursue these potentially larger revenue yields could increase the significance of the property tax by as much as a factor of three. The political crisis that ended the tenure of Vaclav Klaus as prime minister intervened in the legislative process. Discussions continue about the introduction of a market-based property tax, but consideration of concrete proposals has been repeatedly postponed.
Current Issues
Other issues under discussion have implications for the property tax. First, there is a proposal to reclassify the fees charged for local government services as taxes and to expand their range, thereby providing some increase in current revenues as well as a modest source of new revenues. Second, an effort is being made to limit local debt, which has grown quite rapidly in the past few years in a number of municipalities. Third, the distribution of taxes from the central government will be modified to reduce the disparities in the distribution of shares of taxes transferred to local governments. Finally, as noted earlier, the Cadastral Office is working aggressively to update the system and link it electronically with the Ministry of Finance. The overriding consideration in fiscal developments is the flow of resources to the municipalities. The central government has been willing to share responsibilities for the provision of services without an equal willingness to share the revenues those services would require. While the national government is concerned with local resource requirements and is prepared to discuss and pass legislation to improve the situation, the municipalities have been unable to count on funds for other than current operations.
On a continuum from simple nonmarket-based systems to systems whose taxable values are derived from actual market data, the current system is much closer to the nonmarket variant, because the emerging privatization process has not yet yielded a real estate market to generate scarcity prices. These markets are evolving slowly, but many issues remain to be resolved. In housing, rents are largely regulated, especially on nonprivatized dwellings, and the banking sector is not organized to enable the financing of private housing.
Although the Czech property tax is modest, it represents several notable accomplishments. Its design and implementation, developed in an orderly manner, have been geared to create a system that can be administered in the context of the resources available to public officials. The goal of improving property tax administration is seen as a key step in the development of public finance. The government, by moving slowly in its efforts to change the property tax system to a value-based tax, has taken a long-term view of the process and has established a foundation that should contribute to a successful transformation. Revenues, 1993 -98 Category 1993 1994 1995 1997 Of total revenues 2.9 3.4 2.9 2.5 2.7 2.5 Of total tax revenues 8. 
